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Treatment of Exchanges of 
Property for Income Taxation 


By HuGuH SATTERLEE* 


MONG the unsolved problems of income 
taxation none is theoretically or prac- 
tically more difficult than a satisfactory 

treatment of exchanges of property. Sales of 
property raise questions 
which are common to ex- 
changes as well, but this 


in the early rulings of the Internal Revenue 
Bureau, has been adopted to some extent in the 
later regulations and in the statutes themselves. 
Let us resort to a brief outline of history. 


History of Law and 


article is immediately 
concerned with the pecu- 
liar features of exchanges 
persisting even when the 
realization of gain or loss 
would be undisputed if 
the particular transaction 
were a sale for cash in- 
stead of an exchange for 
other property. 


Any discussion of ex- 
changes must soon rec- 
ognize the existence of 
perhaps four principal 
species, each having pe- 
culiarities of its own. 


These comprise: 
(1) Exchanges for unrelated property; 
(2) Exchanges in connection with the or- 


Y deed application of the income 

tax to property exchanges has re- 
sulted in some exceptionally perplex- 
ing legislative and administrative 
problems. Mr. Satterlee has made 
a review of the regulations which 


have been applicable and shows the 
development of the concepts regard- 
ing the taxability of exchanges which 
have come to be applied. Occasion 
is taken to point out that the theory 
of the treatment of exchanges has not 
yet reached perfection. 





Rulings 


The Revenue Act of 
1913, in Section B, the 
Revenue Act of 1916, in 
Section 2 (a) (the Rev- 
enue Act of 1917 making 
no change), the Revenue 
Act of 1918, in Section 
213 (a), and the Revenue 
Act of 1921, in Section 
213 (a), have all pro- 
vided that net income 
shall include gains, prof- 
its and income derived 
from sales or dealings in 
property. The Revenue 


Act of 1916, in Sections 2 (c) and 5, as well 
as the later acts, has expressly recognized that 


ganization and dissolution of partnerships; 

(3) Exchanges in connection with the or- 
ganization and dissolution of corporations; 
and 

(4) Exchanges in connection with the re- 
organization of enterprises conducted in cor- 
porate form. 

This classification, while ignored or blurred 


* Of Weill, Wolff & Satterlee, New York. 


gain may be derived or loss sustained from 
the sale or other disposition of property. 
Without more, therefore, it is fairly to be con- 
cluded that under all the modern income tax 
acts an exchange of property comes within the 
scope of transactions affecting tax liability, 
provided gain or loss be realized through such 
exchange. 

This is so even though the Revenue Acts of 
1913, 1916 and 1917 made no specific mention 
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of exchanges of property. But, of course, the 
Revenue Acts of 1918 and 1921 broke the pre- 
vious silence. The Revenue Act of 1918, in 
Section 202 (b), provided that when property 
was exchanged for other property the prop- 
erty received in exchange should be treated 
as the equivalent of cash to the amount of its 
fair market value, if any, making an exception 
in the case of new stock or securities of no 
greater par or face value than the old received 
upon a corporate reorganization (species (4) 
above) ; and the Revenue Act of 1921 provides 
that on an exchange of property no gain or 
loss shall be recognized unless the property 
received in exchange has a readily realizable 
market value, and even then not in certain in- 
stances of species (1) above, or in practically 
all instances of species (4) above, or in most 
instances of species (3) above. Because the 
provisions of the statute now in force, as 
amended in March of this year, are fresh in 
our minds and readily accessible, I shall not 
waste space by a more comprehensive state- 
ment of them. 


So much for the progress of the provisions 
of the statutes. The meanderings of the ad- 
ministrative rulings are possibly not so fa- 
miliar a story. 


A Historical Retrospect 


Under the Revenue Act of 1913 there were 
no formal regulations in point either in orig- 
inal Regulations 33 or in supplemental Treas- 
ury Decisions. Probably it never occurred 
to anyone, eithet inside or outside the Internal 
Revenue Bureau, that a horse trade might 
result in taxable income to one party or both. 
But in corporate high finance extreme caution 
was necessary, and inquiries began to come in 
to the Commissioner. 


On April 1, 1915, the Commissioner wrote 
the Corporation Trust Company that the ex- 
change of stock in one corporation for stock 
of a greater aggregate par value in another 
corporation, an example of species (4) above, 
did not constitute a closed transaction. (Corp. 
Trust Co. I. T. S. for 1918, Par. 398.) On 
May 3, 1915, the Commissioner ruled to the 
same effect in an instance of species (3) above. 
(Corp. Trust Co. I. T. S. for 1918, Par. 1292.) 
On September 9, 1916, the Commissioner in a 
somewhat similar situation, obviously con- 
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fused by Treasury Decision 2274 holding 
stock dividends taxable, modified his former 
stand. (Corp. Trust Co. I. T. S. for 1918, 
Par. 1297.) On March 8, 1917, the Commis- 
sioner reverted to the principle of his earlier 
rulings. (Corp. Trust Co. I. T. S. for 1918, 
Par. 1302.) A letter dated the very next day, 
however, March 9, 1917, treated an instance 
of species (4) as a closed transaction. (Corp. 
Trust Co. I. T. S. for 1918, Par. 1305.) These 
illustrations may serve to bring out the uncer- 
tainty of the early attitude of the Bureau and, 
in the light of the later assertion of the Com- 
mittee on Appeals and Review that the Bu- 
reau’s position on exchanges has been uni- 
formly consistent, furnish a source of mild 
amusement. 


Regulations 33 (revised), promulgated un- 
der the Revenue Act of 1916, had nothing to 
say regarding exchanges in general, but in 
several scattered provisions ruled that ex- 
changes of property for stock might result in 
taxable income. (Regulations 33 (revised), 
Articles 101, 118, 119 and 124.) 


The enactment of the Revenue Act of 1917 
in October, 1917, increasing the income tax 
rates and adding a high excess profits tax, 
precipitated a flood of inquiries and requests 
for rulings in particular cases, especially with 
reference to corporate transactions. During 
the spring of 1918 the Solicitor’s office gave 
careful consideration to the subject, and even 
went so far as to draft a proposed Treasury 
Decision dealing comprehensively with ex- 
changes in connection with corporate reor- 
ganizations; but the Bureau lacked the cour- 
age to reverse what had come to be the pre- 
vailing policy, and it was decided to seek 
relief for the future through the prospective 
Revenue Act of 1918, then in course of prepa- 
ration for submission to Congress. Several 
hard cases were disposed of on the ground that 
the stock received in exchange had no market 
value. 


As already noted, the Revenue Act of 1918 
gave a measure of relief with respect to ex- 
changes in connection with corporate reor- 
ganizations (species (4) above), although be- 
cause of the insistence upon the attempted tax- 
ation of stock dividends a limitation as to the 
par value of the stock received in exchange 
was imposed. The original bill also contained 
an express provision exempting from tax an 
exchange of property for stock upon the or- 
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ganization, as distinguished from the reor- 
ganization, of a corporation, but this clause 
was dropped out, probably because deemed 
unnecessary, during the progress of the bill 
through Congress, although a trace of it still 
remained in the statute as enacted. 


At any rate, Regulations 45, promulgated 
in April, 1919, under the Revenue Act of 1918, 
attempted to treat comprehensively of ex- 
changes of property as, at least in my opinion, 
that perplexing subject should have been 
treated under the Revenue Acts of 1913, 1916 
and 1917. The style of the draftsman was 
somewhat cramped, so to speak, by the limita- 
tions of the new statute and by the force of 
opposing views within the Bureau, but the 
principles as stated could and should have 
been fairly and broadly applied to situations 
arising under previous acts. (Regulations 45 
(original edition), Articles 1563-1569.) 


Reactionary forces were soon at work, how- 
ever, in an effort to modify the liberal pro- 
visions of Regulations 45 or to weasel them 
through ostensible interpretation which was 
in effect reversal. Article 1566 was the first 
to suffer by direct action. It had provided 
that no gain or loss was realized when prop- 
erty was exchanged for at least 50 per cent 
of the stock of a corporation, the 50 per cent 
being an attempt to approximate justice on 
the analogy of Section 331 of the statute. It 
was amended to provide, as it still does, that 
the exchange of property for stock of a cor- 
poration constitutes a closed transaction re- 
sulting in gain or loss, if the stock has a 
market value. Because of lack of space no 
attempt will be made to list other amend- 
ments of the regulations or the many inter- 
pretative rulings more or less in point which 
have appeared since 1919 in the weekly In- 
ternal Revenue Bulletins. It is enough to 
say that in general they are characterized by 
a tendency to ignore substance in favor of 
form and to ascribe market value to property 
having no market value. 


The drastic provisions of the Revenue Act 
of 1921 with respect to exchanges may be 
attributed to the failure of the Internal Rev- 
enue Bureau to give effect to the spirit and 
intent of the preceding statutes. It is usually 
a mistake to provide by explicit clauses of a 
statute for situations which should be met by 
the application of general principles, and the 


THE NATIONAL INCOME TAX MAGAZINE 7 


Revenue Act of 1921 was probably too liberal 
to taxpayers, certainly before its amendment. 
For this the Internal Revenue Bureau has 
only itself to blame. 


Principles Applicable to Exchanges 


Perhaps it is not too late to bespeak prayer- 
ful consideration of the proper treatment of 
exchanges of property under the series of in- 
come tax acts beginning with the Revenue 
Act of 1913, except, of course, where an act 
may have unfortunately tried to cover specific 
situations. The following discussion, because 
of the scope of the subject, can be little more 
than suggestive and provocative. 


Naturally, we must start with the funda- 
mental principle that to affect tax liability 
through an exchange of property income must 
have been derived or loss sustained. As the 
Supreme Court of the United States has re- 
cently emphasized, that which is not income 
cannot be taxed as income. Income may be 
derived from the sale of capital assets as well 
as of stock in trade. We may assume that 
income is conceivably also capable of realiza- 
tion from exchanges of property. 


To result in the realization of gain or loss, 
however, the following requirements must be 
met. The exchange must be 


(a) With an independent person; 
(b) For independent property; and 
(c) Into the equivalent of cash. 


This analysis is in large part a paraphrase 
of the first part of Article 1563 of Regula- 
tions 45. 


Species (1): Exchanges for unrelated 
property. 


If we apply the foregoing requirements to 


_ transactions of species (1), exchanges for un- 


related property, we find that usually only re- 
quirement (c) calls for special attention. 
Assuming as a typical case of species (1) that 
A, an individual, trades with B, another in- 
dividual, 10 shares of a steel company for a 
$1,000 bond of an oil company, the presump- 
tion, at least, is that only the question of equiv- 
alence of cash is involved. Rarely a lack may 
exist as to requirement (a), as where an in- 
dividual deals with a trustee under a trust 
for his benefit, or as to requirement (b), as 
where similar lots of land in the same tract 
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may be traded, or a Series A bond of a cor- 
poration may be exchanged for a Series B 
bond of the same corporation having a dif- 
ferent maturity. These latter examples clearly 
fail to meet requirements (a) and (b). 


But the ever present problem in species (1) 
is whether the trader has realized income or 
sustained loss by receiving the equivalent of 
cash. The term “market value” has been so 
fought over and battered out of shape that it 
has ceased to mean the same thing to any two 
persons and is useless as a basis of discussion. 
Almost certainly it is used in different senses 
in different provisions of the statutes them- 
selves. But whether or not property received 
in exchange has market value in your sense 
or mine, its receipt cannot result in realized 
income unless it is the equivalent of cash. If 
Section 202 (b) of the Revenue Act of 1918 
is to be construed as authorizing the treat- 
ment as the equivalent of cash of property 
that is not the equivalent of cash, it is uncon- 
stitutional. 


The Term Further Defined 


This merely brings us, you may say, to an- 
other battle ground. Well, the “equivalent 
of cash” is still a more clear-cut expression. 
It includes cash. It includes property recog- 
nized as a medium of exchange, as where in 
parts of Germany now trading is done in 
terms of bushels of rye. It no doubt includes 
United States Government bonds. It prob- 
ably includes stocks and securities and com- 
modities actively dealt in in large amounts 
on reputable stock exchanges or boards of 
trade. It does’ not include much more. It 
does not include stock which my banker will 
not freely accept as collateral, for if such stock 
were the equivalent of cash, he would not 
hesitate. It does not include real estate which 
upon being put on the market may possibly 
be sold in a day, but just as possibly not for 
a month or longer. In short, it does not in- 
clude property the possession of which would 
not be a sure protection against that kind of 
bankruptcy which sometimes happens to per- 
sons whose assets exceed their liabilities, but 
who are unable quickly to turn them into cash. 
If property is the equivalent of cash, it must 
be liquid and for all practical purposes as 
good as cash. 


The expression “readily realizable market 
value” in Section 202 (c) of the Revenue Act 
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of 1921 indicates no more than an attempt by 
Congress to enforce a proper compliance with 
the principles controlling the treatment of 
exchanges of property. It marks no inno- 
vation in the law. A market value which is 
not readily realizable is, and never was, the 
equivalent of cash and should not under any 
previous statute have been so regarded by the 
Internal Revenue Bureau. Yet Article 1564 
of Regulations 62 gives effect only grudg- 
ingly to the unmistakable temper of the pres- 
ent statute. 


Species (2): Exchanges in connection with 
the organization and dissolution of partner- 


ships. 


Passing to species (2), exchanges in con- 
nection with the organization and dissolution 
of partnerships, requirements (a) and (b), 
that the exchange must be with an independ- 
ent person and for independent property, de- 
mand our principal attention. 


Suppose A and B form an equal partner- 
ship, A contributing $1,000 in cash and B a 
corporate bond which has a readily realizable 
market value of $1,000, but which cost him 
only $800. Before any change in the market 
value of the bond occurs, the firm exchanges 
it for 10 shares of the stock of another corpo- 
ration and the firm’s $1,000 in cash is invested 
in another 10 shares of the same stock, which 
has a readily realizable market value. The 
partnership is subsequently dissolved and its 
capital assets, consisting of the 20 shares of 
stock aforesaid, now having a readily realiz- 
able market value of $2,400, are divided be- 
tween the two partners. Where, if anywhere, 
does tax liability arise out of these trans- 
actions? 


In the exchange of his bond for a half in- 
terest in the partnership B is dealing partly 
with himself and is retaining an undivided 
interest in the property which in form he ex- 
changes. The transaction is not quite the same 
as a sale of half of his bond for $500. The 
exchange is not with an independent person 
or for independent property. When the bond 
is exchanged by the firm for the stock B re- 
alizes no income because his half interest in 
the partnership has not increased in value 
since he acquired it; it is merely represented 
by different assets. Upon dissolution he still 
realizes no income, because partly with him- 

(Continued on page 19) 
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The Classified Income Tax-- 
Massachusetts’ Experience 


By Irvinc L. SHaw* 


HE growing recognition of the inad- 
equacy of the general property tax to 
meet the requirements of fiscal justice 
under the modern diversities of investment 
and business has developed among the states 
a general trend toward some form of income 


reasons why the rate of taxation upon such 
property should be adjusted to a reasonable 
percentage of its income, among which may 
be mentioned the fact that unlike taxes upon 
real estate, for example, the burden of per- 
sonal income taxation is not easy to shift, since 


tax as a more or less com- 
plete or partial substitute 
for the general property 
tax in adjustment of the 
balance of tax burden be- 
tween real and personal 
property. 

Tested by the funda- 
mental economic and fis- 
cal standards of justice, 
there seems to be little 
room for doubt that the 
income tax even in its 
less perfect forms is con- 
siderably more equitable 
in taxing and successful 


[HE states which have not yet 

adopted an income tax have been 
forced to look about for new sources 
of revenue.. The application of a 
property tax to intangibles has been 
generally unsuccessful, and much 
dissatisfaction has thereby arisen be- 


cause of inequalities in assessment. 
Consequently, the experience of 
states in which the income tax has 
been tried out is of general interest. 
One not particularly concerned about 


ordinarily there is no one 
to whom it may be 
shifted ; while the bulk of 
the real estate tax is 
shifted to the lessee who 
must ordinarily pay a 
rental yielding a fair re- 
turn above expenses. 


It has come to be very 
generally accepted doc- 
trine among the best the- 
oretical and_ practical 
taxation students of the 
country that as a prop- 
erly balanced unit in the 


in reaching intangible 
personal property than is 
possible under the gen- 
eral property tax, how- 
ever efficiently adminis- 
tered. 

If, however, the people of any state are 
still entertaining the delusion that intangible 
personal property can be inveigled into bear- 
ing any reasonably fair proportion of the cost 
of government under a general property tax 
system, they need only try the simple expe- 
dient of thoroughgoing enforcement of such 
a tax law to be speedily disillusioned. To 
expect a form of property so easy of conceal- 
ment to disclose itself to taxation or to con- 
tinue to submit itself thereto after disclosure, 
voluntary or fortuitous, at rates requiring the 
sacrifice of one half to three quarters, or even 
more, of its annual income is to hope for the 
impossible, as has been amply proven by ex- 
perience in several states. 


And there are perfectly sound and logical 


* Income Tax Director, Commonwealth of Massachusetts. 


state income taxes should find the 
discussion of general income tax 
principles worth reading. 





general scheme of state 
taxation the income tax is 
capable of supplying a 
long felt need as an 
equalizer of the burden 
of governmental cost. 
Many states have already 
put income taxes into operation, for the most 
part patterned on the Federal income tax, and 
many other states are considering such action, 
primarily as a regulator of the tax burden be- 
tween tangible and intangible property rather 
than simply to increase revenues. 

The Federal income tax is a general income 
tax applying to income derived from prac- 
tically all sources which may be reached con- 
stitutionally, at progressive rates dependent 
upon the amount of net income received or 
accrued. It seeks to make no differentiation 
between the income of the productive wage 
earner or manufacturer and—from the view- 
point of the person of the taxpayer—the un- 
productive investor in securities. 


It may be argued, and with some force, that 
the funds of such an investor are employed 
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somewhere in productiveness; but from the 
point of view of the state seeking to work out 
a system of taxation which will operate with 
a fair measure of economic justice among its 
citizens—a system including some form of 
personam taxation based upon “faculty” to 
contribute to governmental cost—such pro- 
ductiveness may be far beyond its jurisdiction 
and have little or no bearing upon the pros- 
perity of the taxing state. 


While the general income tax may be 
capable of working substantial justice in the 
broad jurisdiction of a great nation, it may 
be open to argument whether such a system is 
best suited to the more restricted jurisdictions 
of the several states and in fact, no less an 
authority than Professor Seligman has char- 
acterized as ‘“‘a defect” the failure of the Fed- 
eral income tax to differentiate between earned 
and unearned income.* He points out that 
England accepted this doctrine of differentia- 
tion before the principle of graduation was 
adopted and adds, “It is to be hoped that this 
(the adoption of the principle of differentia- 
tion in the United States) will not be long 
delayed.” 


Comparative Income Sources 


When examined in the clear light of un- 
biased analysis there seems to be little logic 
or justice in taxing an individual, who for in- 
stance tills the soil and produces the necessi- 
ties of life, earning by the sweat of his brow 
say five thousand dollars, at the same rate and 
amount which is laid upon the individual who 
has fortunately inherited one hundred thou- 
sand dollars in five per cent bonds and is con- 
tent to live in unproductive idleness on the 
income therefrom. To theorize upon the 
whereabouts and amount of the productive- 
ness of this investment is neither likely to ap- 
pear very soothing to the farmer nor convinc- 
ing to the legislator interested primarily in the 
prosperity of his own state. 


There is another phase of the general in- 
come tax which merits thoughtful consid- 
eration. Under such a system, gathering as 
it does all of the various and sundry forms of 
income or increment into one basket, it be- 
comes necessary to deduct from this heteroge- 
neous mass of income losses from all sorts of 
dealings which if gains had been made therein 





*Seligman ‘“‘The Income Tax” 1914 Edition, Page 702. 
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would have been taxable as income. If it 
were always possible to differentiate with 
absolute distinctness and certainty between 
capital and income this might not lead to very 
serious difficulty, but since the courts have 
sanctioned the taxation as income of the profit 
derived in a particular year from the sale in 
that year of securities purchased long before, 
without having any regard to the income 
which has flowed from the investment in the 
meantime, it also becomes logically necessary 
to deduct losses from such transactions from 
other income which has gone into the basket. 
This bald statement of fact seems innocent 
enough in itself and until it is subjected to 
careful analysis one instinctively may ask— 
what of it? From the viewpoint of the manu- 
facturer, the wage earner, the producer of 
wealth—the burden bearer among the people 
—the conditions outlined below seem to be 
worthy of some consideration. 


First: In many cases this class of “income” 
is the most difficult in the world of certain de- 
termination by the average citizen. It may 
seem simple enough to the broker who as a 
matter of course and necessity keeps perma- 
nent and accurate records of his purchases and 
sales; but the average citizen keeps no such 
record—has no occasion nor necessity to do 
so—and when he sits down to fill out his tax 
return, after having made a sale of a few 
shares from a block of stock purchased at 
various times and prices several years before, 
which involves one or two stock dividends and 
the sale of a few “rights”, he finds himself 
hopelessly entangled in a mathematical cal- 
culation which perhaps would stump not a 
few of our college professors. The result is 
that he either throws up his hands and pays 
a generous fee to some “tax specialist” or puts 
into his return a sum considerably in excess 
of what the computation could produce under 
any circumstances for safety’s sake, or if his 
mind takes another slant, assumes there has 
been a loss anyway and omits the transaction 
altogether, feeling sure that the tax-gatherer 
never can prove that he is wrong. 


But the matter has another and more seri- 
ous aspect. If, as has been suggested by well- 
informed authority, the public conscience 
really is becoming somewhat blunted in taxa- 
tion matters, then as time goes on more and 
more taxpayers may avail themselves of the 
notorious methods of evading such taxation 
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entirely—or even further—of setting up 
purely artificial losses to deduct from legit- 
imate income. 


That this is in reality a serious revenue 
question is shown in the experience of New 
York, in which State a re-audit of this feature 
of the returns of 1919 was necessitated by a 
court decision. From this experience it ap- 
peared that not only did New York not derive 
any revenue from the tax upon gains from the 
sale of intangibles, but the State actually lost 
in taxes about four millions of dollars from 
otherwise taxable income by reason of the de- 
duction of losses in such dealings. 


While it is perhaps true that all this proves 
nothing more than that the system is in this 
respect imperfect, yet it seems that a system 
of taxation open to such uncertainties and 
abuses violates the cardinal principles which 
the professional economists insist are the tests 
of a satisfactory tax law. 


At all events a classified income tax law 
which confines all such transactions within 
the bounds of one generic classification is im- 
measureably more certain in application and 
less open to circumvention and abuse than a 
general income tax in which these trans- 
actions are mingled with all other income 
producing activities. 


The writer holds no brief for including the 
taxation of gains from casual transactions of 
this character in the scheme of a classified in- 
come tax, being at least partly convinced that 
such profits had better be included in the 
business tax in those cases in which such deal- 
ings form a substantial part of the activities 
of the taxpayer. This belief is strengthened 
by consideration of the fact that our experi- 
ence in Massachusetts shows that the tax yield, 
aside from regular dealers in securities, is ap- 
proximately one per cent of the total tax col- 
lected, while it appears that more than four- 
fifths of the friction and annoyance to the tax- 
payers is caused by this class of income. 


Prior to the passage of the personal income 
tax law in Massachusetts (1916) there had 
been for several years an honest and energetic 
effort to administer the general property tax 
law then in force with thoroughness. 


Among the clearly discernible results of this 
attempt at thoroughgoing enforcement was 
the segregation of wealth in favored localities 
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(low tax rate towns), thereby further lower- 
ing these already low rates and automatically 
increasing the already excessive rates in many 
cities. After a thorough and painstaking 
study of the difficulties which attended the 
application of the general property tax to in- 
tangibles, Massachusetts determined in 1916 
to eliminate from this tax the elements which 
were discerned to be the principal causes of 
trouble, and substitute the income tax method 
for the taxation of these elements. 


No statistics were available from which it 
could be determined accurately how much 
revenue was being derived from the taxation 
of intangible personal property under the gen- 
eral property tax; but the income tax law pro- 
vided that there should be paid to every city 
and town from the receipts—first, an amount 
equal to the difference between the total as- 
sessment on personal property in 1915 (which 
included both tangible and intangible prop- 
erty) and the total assessment on personal 
property therein in 1917, in which latter year 
intangible personal property was eliminated 
from the local tax rolls; second, the cities and 
towns were to receive the balance of revenue 
from the income tax after the payment of the 
expense of administration, which was cen- 
tralized in the State Department of Corpora- 
tions and Taxation. 


Intangibles Are Reached 


The total amount of revenue from the in- 
come tax for the year 1917 was slightly over 
twelve and one-half millions and the amount 
necessary to reimburse the municipalities 
under the first provision above noted was 
about eight and one-third millions, showing 
that the income tax method secured in its first 
year added tax revenue from intangible per- 
sonalty of considerably over four million 
dollars. 


This excess has risen to nearer eight or nine 
million dollars in later years as general busi- 
ness and administration methods have im- 
proved, demonstrating conclusively the ad- 
vantage of the income tax method over the 
general property tax method in reaching in- 
tangible personal property where the rate of 
taxation is reduced to a fair proportion of the 
income. 


The average local tax rate in Massachusetts 
in 1916 was about $18.00 per $1,000 of capital 
(Continued on page 23) 








Income Tax Service Rendered 
by Banking Institutions 


By JAMES DUNN, JR.* 


EGITIMATE banking of today is suc- 
i. cessful only in so far as legitimate serv- 
ice is extended willingly and oppor- 
tunely to all bank customers. This service, 
while appealing to some only in an indirect 
manner and to others in a direct and remuner- 
ative way and still to oth- 
ers in a way not apparent 
to themselves, shines in 
the open and creates a 
harmonious state of 
thought among depositors 
and bank officials alike, 
resulting in better busi- 
ness and better satisfac- 
tion and a closer associa- 
tion and good fellowship 
with each other. 

Among the many op- 
portunities for service is 
assistance rendered by 
banking institutions to 
their customers in solv- 
ing the numerous prob- 
lems arising from the intricacies of the i income 
tax. This service is given more or less to every 
customer through some department of a large 
banking institution. It is true that direct at- 
tention is given to individuals in the making 
of their reports, thereby relieving them of 
great anxiety and giving to them a reasonable 
assurance that the returns are correct, but even 
more than this is the value of this service dem- 
onstrated as it seeps into the various depart- 
ments for the aid of the bank and customers, 
depositors and friends. Some of these activi- 
ties so mingle with other departments that the 
part attributable to income tax can not easily 
be determined; but there are some that are 
traceable to this source alone. Among the 
latter can be briefly explained the following: 


Estates Trust Department: Parties par- 
ticipating in a business life, and those who 
have retired with some wealth, have come to 
recognize the advisability of availing them- 


a * Vice-President, Union Trust Company, Cleveland, Ohio. 


extended. 


HE range of services which are 
available to bank customers has 
within recent years been remarkably 
The income tax gave rise 
to the need for specialized assistance, 
which, as a rule, has been fully met. 


Mr. Dunn explains the various ways 
in which taxpayers may find banks 
serviceable in transactions that are 


affected by income tax levies. 





selves of the advantages given by creating 
living trusts—either revocable or irrevocable 
—and by trusts taking effect at a certain speci- 
fied time. This is easily demonstrated to them 
when individuals present their desires, as each 
individual case is different in some particular. 
All of these trusts are 
made, more or less, under 
the watchful eye of the 
Income Tax Department, 
as, without this advice, 
many provisions might 
be made to the detriment 
of the grantor or to the 
trust. The question of 
division of incomes, the 
question of beneficiary 
interest, the question of 
inheritance and _ estate 
tax, the question of value 
of securities and what to 
buy or sell, the question 
of exemptions, and the 
question of records and 
accounts are some of the benefits derived. 


Savings and checking depositors are aided 
considerably in the determination of interest 
items and reports and advice in the proper use 
of surplus funds. 


Corporate Trust Department: In the han- 
dling of trustee accounts, such as bond issues 
and the like, great assistance is rendered in 
the proper making of coupon reports to the 
Government and in guiding their customers 
in a proper filing of certificates so necessary 
when cashing coupons. ‘Trustee accounts of 
other kinds all require attention as to what is 
best from the standpoint of income tax. 


Bond Department: The proper purchase 
of securities, in order to obtain the highest 
exemptions possible, is of great importance to 
each purchaser, as the seeming good buy 
might prove a poor one when the net result is 
computed. In other words, the Income Tax 
Department advises customers what is under- 
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neath and does not gloss the surface, but takes 
in every detail in arriving at the accurate 
yield from investments. This same caution in 
buying for permanent investment is necessary, 
as the various state inheritance taxes and the 
estate tax of the Government must be looked 
into or an estate might almost be confiscated 
by taxation. 


Travel and Foreign Department: ‘Trans- 
portation taxes and taxation Of non-resident 
aliens, and requirements of matters pertain- 
ing to our foreign relations, are constantly 
arising. ‘These are taken care of in such a 
department. 


Stock Transfer Department: In the trans- 
fer of certificates and issuance of new stock 
certificates, the stamp tax regulations must be 
watched to see that proper stamps have been 
affixed and canceled, in order to validate trans- 
fer and issue. 


Real Estate Department: Service may be 
obtained here to assure that proper deductions 
are arrived at in case of sales. It is advisable, 
as far as possible, for the heavy real estate 
holders to avoid leaving land and buildings 
to an estate. This may be avoided by leaving 
such property in trust or by making an out- 
right gift. At the time of death great diffi- 
culties arise as to proper valuations, especially 
when made by the Government, as they natu- 
rally take a high value, and on this determina- 
tion of value the tax must be paid, and this in 
cash. 


New Business Department: ‘The securing 
of customers to the bank through the Income 
Tax Department opens up vast avenues of 
leads for new business. Those who have been 
greatly helped watch for an opportunity to 
repay the institution in their own way, which 
always leads to getting new business by their 
advising others of the good accomplished and 
causing them when in trouble to seek the 
same relief. 


Credit Department: All corporation re- 
ports, detailed statements of conditions at the 
time, are not made for borrowing purposes 
but for the facts on which tax is to be paid, 
and the sound advice that should emanate 
from the Income Tax Department as to the 
proper manner of keeping accounts is a bene- 
fit to any customer. 
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Country Collection Department: Involves 
the various duties and courtesies extended to 
correspondent banks, and these correspondents 
avail themselves of the Income Tax Depart- 
ment by sending in their corporation reports 
for verification or the actual making of the 
report, creating a good will that brings closer 
the tie that can not be broken. 


This, and the many miscellaneous features 
incident to banking service, show the connec- 
tion of income tax with banking and its effect 
on the institution and to its customers. Of 
course, over and above what has been herein- 
before set forth, there is the service to the bank 
itself in its own problems, not the least of 
which is its corporate report. To the sum 
total of the above may be added the help given 
depositors and customers—both individuals 
and corporations—at a time when the Govern- 
ment examiner checks up reports already 
made. At the present time these check-ups 
are from four years back up to the last report, 
and in most cases disputes as to interpretation 
of income tax laws take place. These are 
usually left for settkement to the Income Tax 
Department, and they try to adjust the matter 
even to the extent in some cases of appearing 
at Washington before the Treasury officials, 
where proper consideration is given and 
proper adjustment made. 


Finds Department Fair 


Let me here say that it has been my per- 
sonal experience with the Income Tax Unit 
and the Committee on Appeals and Review in 
Washington that they are ever ready to do 
what is right and even to give the taxpayer the 
benefit of the doubt. Their burdens are labo- 
rious, and it should not surprise any one cog- 
nizant of their duties to find an irritable and 
arbitrary set of men and women. But on the 
contrary, they are ever solicitous to get the 
facts and patiently wait for any substantiating 
data, after which, careful consideration is 
given; and the thought always seems to be on 
the basis of equity to the taxpayer and to the 
Government. Courtesy and justice is the 
model that can best apply to these untiring 
workers, as representatives of the Government 
to the people and for the people. 


When you have income tax troubles that you 
can not solve, visit your bank; and if they do 
not maintain an Income Tax Department, 

(Continued on page 28) 








Business Expenses in the 
Computation of Taxable Income 


By HERMAN T. REILING* - 


While the determination of what constitutes taxable income is 
not always clear, it is probably true that there is more difficulty 


in precisely arriving at what deductions are allowable. 


In this 


article, of a series designed to cover the main income tax points, 
special consideration is given to the subject of business deduc- 
tions as now applicable. 


HE authority for the deduction of busi- 
l ness expenses in computing the net in- 
come of a business for Federal income 
tax purposes is found in the present law at Sec- 
tion 214 (A) (1). This section provides for 
the deduction of all ordinary and necessary ex- 
penses paid or incurred during the taxable 
year in carrying on any trade or business, in- 
cluding a reasonable allowance for salaries 
or other compensation for personal services 
actually rendered. 


We hardly need this statement of law to tell 
us that if a proprietor paid his house rent, or 
the grocery bill out of funds of his business, he 
should charge the amount paid to his own per- 
sonal account and not to business expense; for 
the expenditure to be deductible as a business 
expense must relate to the trade or business 
carried on by the taxpayer. This excludes per- 
sonal and family expenses, such as clothing for 
the family, the upkeep of a pleasure automo- 
bile, the premiums which one pays on his life 
insurance, the water rent paid on the tax- 
payer’s residential property, etc. The Treas- 
ury Department, although holding that car 
fare when paid in connection with a business 
trip became a business instead of a personal 
expense, experienced great difficulty while the 
Act of 1918. was in force in determining 
whether the entire amount expended by a tax- 
payer for meals and lodging while away from 
home in the pursuit of a trade or business was 
a business expense. The Department was re- 
lieved of this difficulty by the Act of 1921 
which expressly allows the deduction of trav- 
eling expenses (including the entire amount 
expended for meals and lodging) while away 
from home in the pursuit of a trade or busi- 
ness 


* Of the Chicago Bar. 
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But the requirement that the expense must 
be incurred in trade or business is broader than 
the mere exclusion of personal and family ex- 
penses. An expenditure may not be a personal 
expense and yet may not be deductible. The 
transaction may have been made at a time 
when the taxpayer only contemplated estab- 
lishing a business. The expenses which he in- 
curs in investigating the probable future for 
such a business are not chargeable against tax- 
able gross income. It is not easy to reach this 
conclusion where the taxpayer actually estab- 
lishes the business, but if after an unfavorable 
report he abandons his plans, we clearly can 
not say he has incurred expenses while engaged 
in business, for he was decidedly of the opin- 
ion that he should not undertake the adventure 
and did not do so. Certainly, then the rule 
should be no different in case he receives a 
favorable report and opens the business. 


Then too, mere ownership of property from 
which income is derived is not sufficient to 
constitute a trade or business. This is parti- 
cularly true where the owner gives no time or 
attention to the management of the property, 
has nothing to say regarding the business with 
which the property may be connected and in 
fact knows as little in advance concerning the 
operations carried on with regard to the prop- 
erty as does a stranger. Many owners of bonds 
and similar income producing property may 
have devoted some time to studying in what 
manner they should invest their money but 
certainly give no time to the management of 
the company issuing the bonds or to the bonds 
except clipping the interest coupons. They 
own the bonds for profit but the holding of 
the bonds cannot be said to be a business. This 
means that expenses such as commissions paid 
in purchasing the bonds can not be deducted 
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4g an expense in the year the bonds are pur- 
chased but must be added to the cost of the 
bonds and will thus reduce the amount of tax- 
able profit realized upon their sale. Similarly, 
commissions paid for selling the securities will 
reduce the selling price. On the other hand 
a person may devote a great part of his time 
to studying or keeping in touch with the stock 
market and in buying and selling stocks and 
bonds or in giving orders to his broker to buy 
and sell, and thus be engaged in a business. 
The business, however, is that of buying and 
selling securities. ‘The ownership of the se- 
curities is incidental to his business and not 
his business. 


This then suggests that some time and at- 
tention must be given to that which we call 
a trade or business. It is that which is the 
taxpayer’s personal concern or interest, em- 
ployment, or regular occupation. It is not 
necessary that it should be his sole occupation 
or employment—a person may give sufficient 
time and attention to the pursuit of different 
lines of business to be engaged in more than 
one trade or business. It is at least one of the 
things which engage the time and attention 
of the taxpayer, one of the ways in which he is 
employed, one of his occupations. 


In addition to the element of time and atten- 
tion required for transactions to constitute a 
trade or business, they must have been entered 
into for the purpose of livelihood or profit. 
A man may devote a large part of his time to 
golf, yet we would not say that golfing is his 
business—it is an activity for pleasure and 
recreation, unless done with the idea of earn- 
ing either part or all of his livelihood, or with 
the idea of realizing a profit. The fact that 
the gross receipts from an enterprise are less 
than the operating expenses does not prove 
that the enterprise is being carried on for 
pleasure or recreation rather than for profit, 
for many businesses are at some time operated 
at a loss. In cases where doubt is entertained 
by the Department as to the intention of the 
taxpayer, whether operating for pleasure or 
for profit, the fact that he has sustained a loss 
for several years would be taken as evidence 
that he was not devoting his time for profit, 
and if it was determined by the Department 
that he was not, then he would not be allowed 
to deduct the expenses incurred in connection 
with the enterprise. 


The expenses may be incurred in connection 
with a certain trade or business and yet not 
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relate to the taxpayer’s business. To take an 
extreme case—if the taxpayer paid the em- 
ployees of another firm their salaries for a 
month, the expense, while relating to a business 
carried on by the other firm, was not incurred 
or paid in the taxpayer’s business. If such 
expenses are deductible they are not so because 
constituting “salaries paid’ but because the 
taxpayer in order to obtain a needed benefit 
to his own business paid the employees of the 
other firm their salaries. So too, for the pur- 
pose of Federal taxes, the members of a part- 
nership and the partnership itself are treated 
separately, and the individuals comprising the 
partnership are not considered to be engaged 
in the business conducted by the partnership 
merely because they are members of the firm. 
If a member of a partnership expends an 
amount from his personal funds in furthering 
the interests of the partnership, such amount 
is not deductible by the member on his per- 
sonal return. If, however, the partnership 
agreement requires him to pay out of his own 
funds the salary of an employee of the part- 
nership, or to furnish and maintain an auto- 
mobile used in the partnership business, the 
amounts paid out are deductible on the per- 
sonal return of the individual member where 
paid without reimbursement by the partner- 
ship. 


Application to Corporations 


What has been said of the individual mem- 
ber of a partnership and a partnership is 
equally applicable, if not more so, to the 
officers of a corporation and the corporation, 
for the corporation and its officers are sep- 
arate and distinct entities. If, for example, 
a corporation in order to borrow money for 
use in its business took out an insurance policy 
on the life of an officer of the corporation, and 
the officer paid the premiums, he could not 
deduct them on his personal return for the 
insurance was taken out for the benefit of the 
business of the corporation and not the busi- 
ness of the officer. If by the agreement exist- 
ing between the officer and the corporation, 
the officer is under obligation to pay the salary 
of his secretary, or he finds it necessary to ex- 
pend more for secretarial services than that 
alloted him for that purpose, then he is in- 
curring an expense in the performance of his 
duties as officer of the corporation and, ac- 
cordingly, is entitled to a deduction. 


The word “expense” itself excludes the de- 
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duction of gifts. It is a gift within the mean- 
ing of the income tax law, so the Department 
has held, if the expenditure was made for no 
consideration. Even payments made by the 
stockholders of a corporation to one rendering 
services for the corporation have been held not 
to be a gift because of the indirect benefit re- 
ceived by the stockholders. Such payments, 
however, could not be deducted by the cor- 
poration since not paid by it, and not by the 
_ stockholders unless made for the purpose of 
securing a direct benefit to their businesses. 
In other words, although not a gift, we must 
keep in mind that in order to be deductible 
the payment must have been made in the trade 
or business of the one seeking the deduction. 
Bonuses to employees which are given in rec- 
ognition of services actually rendered by the 
employees are not gifts within the meaning of 
the tax law, but constitute additional compen- 
sation, and hence deductible, unless when 
added to the stipulated salaries they exceed 
a reasonable compensation for the services 
rendered. Under this rule, a corporation may 
pay a bonus to its employees in its own stock 
and take as a deduction the fair market value 
of the stock at the time the distribution is made. 
Pensions where given in consideration of serv- 
ices performed for the employer are not gifts, 
even though paid after the services have been 
rendered. Employers paying pensions to in- 
jured employees may deduct the amount so 
paid, this deduction being limited to the 
amount not compensated for by insurance or 
otherwise, and also limited to the amount ac- 
tually paid the employee rather than the 
amount placed each year in a pension fund for 
that purpose. Donations to charities while 
ordinarily charged to the expense account as 
advertising are not expenses within the mean- 
ing of the section of the law allowing a de- 
duction for business expenses. They are, how- 
ever, by express provision of the statute made 
deductible by individuals. In computing the 
net income of a partnership no deduction can 
be made for such donations, but the members 
of the partnership may each take credit for a 
proportionate amount of the gifts made by the 
firm, not exceeding, however, 15 per cent of 
their net income. Corporations are not al- 
lowed this deduction for charitable contribu- 
tions, but where the charitable institution, 
hospital or educational institution is ‘con- 
ducted for the benefit of the employees of the 
corporation or their dependents, the benefit 
flowing to the corporation is sufficient consid- 
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eration to make it not a gift but a deductible 
business expense. 


The word “expense” further requires that 
the expenditures made during a year should 
be properly classified as between capital and 
income, that is to say, charges to capital and 
charges to revenue. Expenditures for items 
of plant, equipment, etc., which have a useful 
life extending substantially beyond the year 
should be charged to the capital account and 
not to an expense account. The expenditures 
necessary to the acquisition of such assets in 
a working condition, such as freight charges, 
the cost of installing machinery, and payments 
for architect’s services should be added to 
their cost. 


Capital Outlay Not Deductible 


After such assets as mentioned above have 
been purchased, erected or installed, expendi- 
tures will be made in regard to them, the 
proper classification of which will be more 
difficult. If it is an amount expended to re- 
store property, the cost of which is recover- 
able through the deductions allowed for de- 
preciation and obsolescence, it should not be 
deducted as an expense but should be charged 
against the depreciation reserve. Expendi- 
tures made for the purpose of prolonging the 
life of property or for increasing its value also 
are to be classed as capital expenditures. This 
does not necessarily mean that all expenditures 
which do not prolong the life of the property 
and do not increase its sale value are deduc- 
tible. A bank may make alterations which 
make the building more adaptable for bank- 
ing purposes, and give it additional space for 
carrying on its business but the changes made 
may neither prolong the life of the building 
nor increase its sale price. However, the 
facilities for carrying on the business of bank- 
ing have been improved and this element 
makes the expenditure more properly classed 
as a capital expenditure. 


In regard to the provision of the statute 
allowing only a reasonable deduction for sala- 
ries, if in general the salaries paid by an em- 
ployer are such as would not ordinarily be 
paid for like services by like enterprises in 
like circumstances, then the amount is not a 
deductible expense. This question frequently 
rises in cases of close corporations where the 
amounts paid are not wholly for the services 
rendered, but are based upon the amount of 

(Continued on page 24) 
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TAX EVENTS AT WASHINGTON 


Y HIS tax recommendations to Repre- 
sentative Green, ranking member of the 
Ways and Means Committee, Secretary Mel- 
lon has precipitated to a clear cut issue one of 
the most compelling revenue questions that 
has come before Congress since the inaugura- 
tion of the income tax. 


Mr. Mellon in the preamble of his notable 
letter outlines the progress in governmental 
economy made since the establishment of the 
budget two years ago. For the fiscal year, he 
states, there is every reason for hope that the 
ordinary expenses will be reduced to not more 
than $3,500,000,000, of which about $500,- 
000,000 will be fixed charges on account of the 
sinking fund and other retirements of the debt. 

In recommending tax revision, which would 
cut $323,000,000 from Federal revenues, it is 
declared that the entire fiscal situation of the 
government has been taken into consideration 
—including what further reductions in ex- 
penditure it would be safe to count on in de- 
veloping a tax revision program, and, on the 
other hand, what receipts might reasonably be 
expected on the basis of existing law, assuming 
that no changes were to be made in external 
taxes. After taking into account all these con- 
siderations, the Secretary estimates that for 
this year, and for the next four to five years, 
there should be a surplus of something over 
$300,000,000 a year over and above all ex- 
penditures chargeable to the ordinary budget, 
including the fixed debt charges payable out 
of current revenues. This, Mr. Mellon is con- 
vinced, gives a reasonable margin not merely 
for tax revision but also for tax reduction. 


The changes proposed, with Mr. Mellon’s 
comments thereon, follow: 


1. Make a 25 per cent reduction in the tax on earned 
income.—The fairness of taxing more lightly income 
from wages, salaries and professional services than the 
income from a business or from investment is beyond 
question. In the first case, the income is uncertain and 
limited in duration; sickness or death destroys it and 
old age diminishes it. In the other, the source of the 
income continues; it may be disposed of during a man’s 
life and it descends to his heirs. It is estimated that 
this amendment will mean a loss in revenue of about 
$97.500.000 a year, the greater part of which falls 
in the lower income brackets. 

2. Where the present normal tax is 4 per cent 
reduce it to 3 per cent, and where the present normal 





tax is 8 per cent reduce it to 6 per cent.—This affects all 
personal incomes and the loss of revenue comes largely 
from the lower brackets. It is estimated that this will 
mean a loss in revenue of $91,600,000 a year. 


3. Reduce the surtax rates by commencing their 
application at $10,000 instead of $6,000, and scaling 
them progressively upwards to 25 per cent at $100,000. 
—This will readjust the surtax all along the line, and 
the Treasury recommends the readjustment not in order 
to reduce the revenues but as a means of saving the 
productivity of the surtaxes. In the long run it will 
mean higher rather than lower revenues from the sur- 
taxes. At the outset it may involve a temporary loss in 
revenue, but the Government Actuary estimates that 
even during the first year, if the revision is made early 
enough, the net loss in revenue from all the changes 
in the surtaxes would be only about $100,000,000, and 
that in all probability the revenue from the reduced 
rates will soon equal or exceed what would accrue at 
the present rates, because of the encouragement which 
the changes will give to productive business. 


* * * * * 


The g-owth of tax-exempt securities, which has re- 
sulted directly from the high rates of surtax, is at the 
same time encouraging extravagance and reckless ex- 
penditure on the part of local authorities. These state 
and local securities will ultimately have to be paid, prin- 
cipal and interest, out of taxes, thus contributing directly 
to the heavy local taxation which bears so hard on the 
farmers and small property owners. There is no imme- 
diate remedy for this within the power of Congress 
except the readjustment of the surtaxes on a basis that 
will permit capital to seek productive employment and 
keep it from exhausting itself in tax-exempt securities. 
The productive use of capital in our railroads and in- 
dustries will also tend to bring lower costs for trans- 
portation and manufactured products, thus helping to 
relieve the farmer from the maladjustment from which 
he now suffers. 


4. Limit the deduction of capital losses to 124% per 
cent of the loss.—The present revenue law limits the tax 
on capital gains to 1214 per cent but puts no limit on the 
capital losses. It is believed it would be sounder taxation 
policy generally not to recognize either capital gain or 
capital loss for purposes of income tax. This is the policy 
adopted in practically all other countries having income 
tax laws, but it has not been the policy in the United 
States. In all probability, more revenue has been lost 
to the Government by permitting the deduction of capital 
losses than has been realized by including capital gains 
as income. So long, however, as our law recognizes 
capital gains and capital losses for income tax purposes, 
gain and loss should be placed upon the same basis, and 
the provision of the 1921 Act taxing capital gains at 
1214 per cent should be extended to capital losses, so 
that the amount by which the tax may be reduced by the 
capital loss will not exceed 121% per cent of the loss. 
It is estimated that this will increase the revenues by 
about $25,000,000. 








18 THE NATIONAL INCOME TAX MAGAZINE 


5. Limit the deductions from gross income for in- 
terest paid during the year and for losses not of a busi- 
ness character to the amount the sum of these items 
exceeds tax-exempt income of the taxpayer.—The 1921 
Act provides that interest on indebtedness to acquire 
” or carry tax-exempt securities is not deductible. This 
provision is ineffective because a taxpayer may purchase 
tax-exempt securities for cash and borrow money for 
other purposes. It is felt also that so long as a tax- 
payer has income which is not reached for taxation, he 
should not be permitted to deduct his non-business losses 
from the income which is taxable, but should be restricted 
in the first instance to a deduction of these losses from 
his non-taxable income. The estimated increase of rev- 
enue from this source is $35,000,000. 


6. Tax community property income to the spouse 
having control of the income.—In some states the income 
of the husband is a joint income of the husband and wife, 
and each, therefore, is permitted to file a return for one- 
half of the income. This gives an unfair advantage to 
the citizens of those states over the citizens of the other 
states of this country, and this amendment seeks to 
restore the equality. It is estimated that it will increase 
revenues by $8,000,000. 

To show the effect of the proposed changes on the 
income of a typical salaried taxpayer, married and hav- 
ing two children, I call your attention to the following 
comparative figures: 


Saving 

Income Present Tax Proposed Tax to Taxpayer 
$ 4,000 $ 28.00 $ 15.75 $ 12.25 
5,000 68.00 88.25 29.75 
6,000 128.00 72.00 56.00 
7,000 186.00 99.00 87.00 
8,000 276.00 144.00 132.00 
9,000 366.00 189.00 177.00 
10,000 456.00 234.00 222.00 


7. Repeal the tax on telegrams, telephones, and 
leased wires.—This would mean a loss in revenue of 
about $30,000,000 a year. 


8. Repeal the tax on admissions.—The greater part 
of this revenue is derived from the admissions charged 
by neighborhood mpving picture theaters. The tax is, 
therefore, paid by the great bulk of the people whose 
main source of recreation is attending the movies in the 
neighborhood of their homes. This would mean a loss 
in revenue of about $70,000,000. 


9. Miscellaneous nuisance taxes.—Your Committee 
may wish to consider the elimination of various small 
miscellaneous taxes which have an inconsiderable bear- 
ing on the general revenue of the Government, but 
which are a source of inconveniencé to taxpayers and 
difficult to collect; and possibly there are some articles 
of jewelry which according to our standard of living 
can not properly be denominated luxuries, such as, for 
instance, ordinary table silver or watches, which you may 
wish to exempt from the general tax on jewelry. There 
is not enough margin of revenue available to permit the 
repeal of the special taxes which are proving productive, 
but the law could be revised to good advantage and some 
of the nuisance taxes repealed without material loss 
of revenue. 


10. In addition to the specific recommendations 
which directly affect Government revenues, there should 


December, 1923 


be amendments to strengthen the Act and eliminate 
methods heretofore used by taxpayers to avoid imposi- 
tion of the tax. * * 


11. Establish a Board of Tax Appeals in the Treas- 
ury but independent of the Bureau of Internal Revenue, 
to hear and determine cases involving the assessment of 
internal revenue taxes.—This will give an independent 
administrative tribunal equipped to hear both sides of 
the controversy, which will sit on appeal from the 
Bureau of Internal Revenue and whose decision will be 
conclusive on both the Bureau and the taxpayer on the 
question of assessment. The taxpayer, in the event that 
decision is against him, will have to pay the tax accord- 
ing to the assessment and have recourse to the courts, 
while the Government, in case decision should be against 
it, will likewise have to have recourse to the courts, in 
order to enforce collection of the tax. 


12. Changes should be made in the present law to 
simplify administration, make the law more easily under- 
stood, and permit a prompt determination of liability 
in a manner more satisfactory to the taxpayer. 


* * * * * 


The present burden of taxation is heavy. The rev- 
enues of the Government are sufficient to justify sub- 
stantial reductions and the people of the country should 
receive the benefits. No program, however, is feasible 
if the Government is to be committed to new and extraor- 
dinary expenditures. * * * A soldiers’ bonus would 
postpone tax reduction not for one but for many years 
to come. It would mean an increase rather than a de- 
crease in taxes, for in the long run it could be paid only 
out of moneys collected by the Government from the 
people in the form of taxes. Throughout its considera- 
tion of the problem the Treasury has proceeded on the 
theory that the country would prefer a substantial re- 
duction of taxation to the increased taxes that would 
necessarily follow from a soldiers’ bonus, and I have 
faith to believe that it is justified in that understanding. 
Certainly there is nothing better calculated to promote 
the well-being and happiness of the whole country than 
a measure that will lift, in some degree, the burden of 
taxation that now weighs so heavily on all. 


New York Banks Seek Different 
Taxation Basis 


RESIDENT WILLIS G. NASH of the New York 

State Bankers Association, has appointed a special 
committee on taxation whose duty it will be to lay plans 
to secure the passage during the next session of the 
legislature of a law to bring financial institutions of 
the State into the class with manufacturing and business 
corporations, whereby they will be taxed on their annual 
income instead of on the ad valorem basis (1 per cent 
tax) as under the present statute. 


It is expected that the committee with its sub-com- 
mittees will be able to enlist every bank and banker in 
the association to bring every influence to bear upon 
their respective members of the legislature to induce 
them to support some bill to bring about this method 
of taxation for banking institutions. A meeting of this 
committee was held during the month at which reports 
were received on progress made. 
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Treatment of Exchanges of 


Property for Income Taxation 
(Continued from page 8) 


self he exchanges an undivided interest in 


certain property for a separate interest in part 
of the same property. 


The foregoing example is as simple as pos- 
sible, but it brings out the principal questions 
arising in species (2). Observe that the re- 
sult reached is in part based on the necessary 
recognition of the partnership relation or 
status, without, however, treating the partner- 
ship as a separate entity. It is refreshing to 
be able to add that the Internal Revenue 
Bureau apparently concurs in this treatment 
of exchanges in connection with the organiza- 
tion and dissolution of partnerships. (Regu- 
lations 45, Article 1570; Regulations 62, 
Article 1570; Solicitor’s Opinion 42 (36-20- 
1182;3 C. B. 61.) 


The cases of species (2) are undoubtedly considerable 
in number, but they have seemed of small importance be- 
cause of the Bureau’s liberal attitude regarding them. 
Yet the problems involved are as perplexing as those 
inherent in species (3) and (4), and they are worth pre- 
senting if only for their relation to the questions now to 
be discussed. 


Species (3): Exchanges in connection with the organ- 
ization and dissolution of corporations. 


In the consideration heretofore given by the Bureau to 
species (3), exchanges in connection with the organization 
and dissolution of corporations, too much attention has 
been paid to requirement (c) and too little to require- 
ments (a) and (b). Asa matter of fact, it should often 
be unnecessary to proceed so far as a discussion of the 
question of the equivalence of cash. A corporation is not 
always a person independent of the person with whom it 
trades and in many instances the stock of a corporation is 
not independent of the property for which it is given in 
exchange. 


Suppose A, an individual dealing in securities, incorpo- 
rates his business, taking all the stock of his corporation 
in exchange for the assets of his business, which have in- 
creased or decreased in value since he acquired them. For- 
getting the rulings of the Internal Revenue Bureau, as 
an original proposition would any sane man say that A 
had derived income or sustained loss through the incor- 
poration of his business? ‘The reason for your answer 
and mine is not that the stock of his corporation may or 
may not have market value, but that the corporation is 
not an independent person and that its stock in A’s hands 
is not independent of the property which he turned over 
in exchange. 


If I transfer property to a friend in consideration of his 
agreeing to deal with it as I direct and to account to me 
for any income he may receive from its use and for the 
proceeds of its sale, does the transfer to my friend consti- 
tute a closed transaction from which gain has been de- 
rived or loss sustained? Yet my friend is a separate legal 
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entity, if you please. If in express terms I create a trust 
of property, the current income from which is to be paid 
over to me and any gain on the sale of which is to be added 
to the principal fund, I am not taxable on any assumed 
realization of income at the time of the transfer of the 
property to the trustee. I am taxed on the current in- 
come distributable to me, but even upon a sale of the 
property by the trustee my tax liability is not immediately 
affected and the trustee is taxed only on the realized ap- 
preciation over the value of the property when he acquired 
it. Yet the trustee, whether individual or corporation, 
is a separate legal entity. Dealing with a dependent, con- 
trolled person no more gives rise to income than dealing 
with oneself, and in the example given above A’s corpo- 
ration was merely his creature. 


But even more clearly the stock which A received for 
his property was dependent upon such property. It had 
no value except as such property had value. ‘The destruc- 
tion of such property would have utterly destroyed the 
stock’s value. In essence what A did was to exchange a 
direct interest in property for an indirect interest in the 
same property. Drawing again on the analogy of a trust, 
it was as if A exchanged his legal title for an equitable 
title to the same property. He had not cut himself off 
from the property and received in exchange other property 
having independent value: his ultimate profit or loss was 
still bound up with the old property. Only if we accept 
as a hypothesis the proposition that a man may pull him- 
self up by his bootstraps can we conclude that A derived 
gain or loss from the transfer of his property for stock. 

Substitute for A the members of a partnership or other 
co-owners of property and the result is the same. When, 
however, not all the stock is issued to the owners of the 


property turned over, a more complicated situation may 
arise. 


Determinants of Stock Value 


Suppose B transfers property to a corporation having 
$100,000 par value of authorized capital stock, of which 
$50,000 has previously been issued, in exchange for the 
remaining $50,000 par value of its stock. Let us say 
that the property cost B $30,000; that its market value 
when transferred to the corporation is $50,000; and that 
the previously issued stock of the corporation has been 
recently bought and sold at $150 a share. If this were 
to be treated as a closed transaction, obviously the excess 
of the market value of the stock received in exchange over 
the cost of the property would represent the income as- 
sumed to be realized ; but what valuation is to be assigned 
to the stock? Immediately before the transaction the 
stock was selling at $150 a share, or $75,000 for the issued 
$50,000 par value, presumably representing net assets of 
$75,000. But with the acquisition of the new property 
worth $50,000 and the issue of the additional $50,000 par 
value of stock, the total stock of $100,000 would repre- 
sent assets of $125,000 or a book value of $125 a share. 
So here again, although not wholly as before, the stock 
received in exchange is dependent for its value upon the 
property transferred. 


On the other hand, if the United States Steel Corpora- 
tion chose to issue 10 shares of its stock in exchange for a 
horse, the vendor of the horse would receive stock whose 
value was for all practical purposes (and the realization 
of income is a practical inquiry) quite independent of the 
property given in exchange. 
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The conclusion which I believe may be drawn from the 
foregoing and other examples may be stated somewhat 
as follows: Where a corporation issues stock for property 
no taxable income is derived from the transaction by the 
transferor of the property provided its relative value is 
sufficient to have a material bearing upon the value of the 
stock of the corporation, because the stock which he re- 
ceives is not entirely independent property, but to a greater 
or less extent represents an interest in the same property 
he had before. If, however, the transaction involves a 
comparatively small proportion of the stock and assets of 
the corporation, so that it can fairly be said that the value 
of the stock and assets of the corporation could not be ap- 
preciably affected by the acquisition or loss of the property 
conveyed for stock, then the stock can be considered to 
have an independent value and the exchange of the prop- 
erty for stock can be regarded as a closed transaction from 
which income may be realized, if the stock is the equiv- 
alent of cash. 


As to just where the line should be drawn opinions may 
differ widely. In original Article 1566 of Regulations 45, 
as already noted, 50% was adopted in rough analogy to 
Sec. 331 of the Revenue Act of 1918. If an ownership of 
50% of the stock of a corporation by the former owner 
of property transferred to it constitutes such a contin- 
uance of interest as to prevent the corporation for in- 
vested capital purposes receiving the benefit of the value 
of the propertly when acquired by it, then surely the trans- 
fer of the property in exchange for stock was not a 
closed transaction for income tax purposes. "The Revenue 
Act of 1921, Sec. 202 (c), has adopted 80%. As a matter 
of true theory 25% would be nearer right. 


Results of a Dissolution 


As the exchange of property for stock is trading a direct 
interest for an indirect interest, so the exchange of stock 
for property upon the dissolution of a corporation and the 
distribution of its assets in kind is trading an indirect un- 
divided interest in all the property for a direct separate 
interest in part of the property. It seems to follow from 
the principles already applied above, particularly in the 
case of the dissolution of partnerships, that no gain or 
loss is derived by the stockholders from the distribution 
of property in kind upon the dissolution of a corporation. 
A so-called liquidation dividend is quite different in nature 
from an ordinary dividend paid by a going corporation. 


(Lynch v. Turrish, 247 U.S. 221). 


Species (4): Exchanges in connection with the reor- 
ganization of enterprises conducted in corporate form. 


Species (4), exchanges in connection with the reorgan- 
ization of corporate enterprises, differs from species (3) in 
that the usual result of the various possible forms of reor- 
ganization, used in a broad sense, is the exchange of stock 
for stock, instead of some other kind of property for 
stock, and that ordinarily many more persons are con- 
cerned in the transaction than in an instance of species (3). 
Although requirement (a) of a closed transaction is 
often present in species (4), because each stockholder is 
dealing with a corporation which may have a hundred or 
more other stockholders, requirement (b) is still seldom 
met. 


Suppose A, a stockholder in corporation M, exchanges 
his common stock for preferred stock in the same corpora- 
tion; or exchanges his stock in corporation M for stock 
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in corporation N, organized in another state to take over 
all the assets and business of corporation M ; or exchanges 
his stock in corporation M for stock in corporation X, 
which through consolidation or merger or otherwise has 
combined the assets and business of corporation M and 
another corporation Z: in any of these cases is the stock 
received by A in exchange for his old stock independent 
of and essentially different from the old stock? 


The truth of the matter is that A is still a stockholder 
in the same corporate enterprise, enlarged perhaps, but not 
an independent, different business. He has not sold out 
and taken his profit or loss, but on the contrary retains 
his same investment in substance if not in form. It 
sounds rather foolish to say, on the one hand, that if cor- 
poration M issued additional stock for the assets of cor- 
poration Z, so that A’s stock in corporation M came to 
represent also an interest in the assets formerly of corpo- 
ration Z, he would admittedly realize no profit, yet, on 
the other hand, that if corporation M and corporation Z 
become consolidated in the guise of corporation X, A 
would realize a profit through the exchange of his old 
stock certificate for a new stock certificate of corporation 
X representing his interest in the same enterprise. 


The Revenue Acts of 1918 and 1921 have, of course, 
been especially solicitous to exempt from tax liability ex- 
changes of species (4). But the principles set forth in 
Article 1567 of Regulations 45, except as adapted to con- 
form with the special provisions of the statute, are equally 
applicable to transactions under the Revenue Acts of 1913, 
1916 and 1917. 


Perhaps the reader will already have thought that much 
of the foregoing discussion is highly academic because of 
the decision of the Supreme Court of the United States 
on April 30, 1923, in Cullinan v. Walker (43 Sup. Ct. 
495). That case is most disturbing, to be sure, not alto- 
gether on account of the decision on the particular facts, 
but on account of the sweeping generalizations in the brief 
opinion and the seeming slight consideration given by the 
court to so important a step forward or backward. 


Reduced to its simplest terms this is what happened: 
Cullinan in 1915 owned 26.64 per cent of the $100,000 
of stock of the F corporation, for which he had paid $26,- 
640. Late in 1915 and in 1916 the F corporation was dis- 
solved and its assets transferred one-half to the R corpora- 
tion and one-half to the A corporation, both organized for 
the purpose, in each case in exchange for $1,500,000 par 
value of stock and $1,500,000 face value of bonds. The 
$1,500,000 of stock of the R corporation and the $1,500,- 
000 of stock of the A corporation were exchanged for 
$3,000,000 of stock of the A R corporation, also formed 
for the purpose. ‘The $1,500,000 of bonds of the R cor- 
poration, the $1,500,000 bonds of the A corporation and 
the $3,000,000 of stock of the A R corporation were then 
divided among the stockholders of the F corporation, 
Cullinan receiving his 26.64 per cent of each class in ex- 
change for his old stock. The value of the stock and 
bonds received by him was $1,598,400 and he was taxed 
on the excess of $1,571,760 over the cost, $26,640, of his 
old stock. 

The court held that this appreciation in value of Cul- 
linan’s interest in the enterprise was realized income, seem- 
ing to think that the situation was governed by its deci- 
sions in United States v. Phellis (257 U. S. 156) and 
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Rockefeller v. United States (257 U. S. 176), where 
dividends paid in property were involved. It is true that 
in the Cullinan case a division of each stockholder’s in- 
terest was effected, although in a different way from the 
method employed in the Phellis and Rockefeller cases. 
Cullinan received bonds of two different corporations and 
stock of a third. If the original corporation had been 
retained, and the bonds of two new corporations formed 
to take over part of the property of the old had been dis- 
tributed to the stockholders of the old, such distribution 
would unquestionably have constituted a dividend paid in 
property. No doubt this consideration had weight with 
the court. 


Another feature of the Cullinan case which probably 
influenced the decision was the exchange for bonds as 
well as stock. Although the Revenue Acts of 1918 and 
1921 have treated the exchange of stock for bonds as like 
the exchange of stock for stock, in the absence of any ex- 
press statutory provisions in the Revenue Acts of 1913, 
1916 and 1917 it is at least doubtful whether such differ- 
ing exchanges should be treated similarly. A bond, evi- 
dencing a debt, is something of a very different nature 
from stock, evidencing an undivided interest in the cor- 
porate assets remaining after payment of creditors. A 
corporation issuing its bonds for property or stock of an- 
other corporation is merely buying on credit: the transac- 
tion is a purchase and sale and not a true exchange at all. 
I am quite prepared to admit, or even to assert, therefore, 
that the exchange of property or stock for bonds is more 
likely than not to constitute a closed transaction. 


Mr. Justice Brandeis in the Cullinan case states that 
if the trustees in liquidation had sold all the assets for 
$6,000,000 in cash and had distributed it, no one would 
question the receipt of gain by the stockholders. Agreed. 
He further states that the result would obviously have 
been the same if the trustees had taken in payment and 
distributed bonds of the value of $6,000,000 in some new 
corporation. Not so obvious, but also agreed. He fur- 
ther states that the result must also be the same where 
what is taken in payment is $3,000,000 of bonds and 
$3,000,000 of stock. As an original question, query, the 
subject of mixed sales and exchanges furnishing in itself 
a wide field for discussion, but apparently the question 
has been conclusively answered for the present by the 
Cullinan decision. 


Yet, whatever may be the personal views of Mr. Justice 
Brandeis, and they are sufficiently indicated by his dissent 
in Macomber v. Eisner (252 U. S. 189), the Cullinan 
case is a long way from deciding that, if the F Company’s 
assets had been transferred to the A R Company and its 
stock of $6,000,000 had been distributed to the stock- 
holders of the F company in exchange for their old stock, 
they would have realized taxable income. (Cf. Weiss 


v. Stearn, 285 Fed. 689.) 


Doubtless it may be felt that I have wasted a good deal 
of time and space in what, in view of the ameliorative 
provisions of the present statute, is really ancient history. 
But, as was intimated to begin with, special provisions, 
which cannot possibly meet every situation which may 
arise, are a poor substitute for the proper application of 
general principles. If the body of income tax law is to 
grow in a logical, orderly fashion, its existing sore spots 
and deformities must be cured and straightened out, and 
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not merely covered up by statutory liniments and bandages. 
To get away from metaphor, it is as necessary now as it 
ever was to develop the correct theory of te treatment of 
exchanges of property. When that has been attained as 
the resultant of the meeting of many minds, then the 
practice should be conformed with the theory and the im- 
perfect provisions of the Revenue Act of 1921 should be 
modified or repealed. Meanwhile, such a decision as that 
in the Cullinan case emphasizes the danger that the Su- 
preme Court of the United States, should it lack the 
benefit of discussion and counsel by the bar and others 
interested in income taxation, might take an irrevocable 
step in the wrong direction. 


Single Tax Advocates Meet In 
Enthusiastic Convention 


ETHODS for tax relief were the subject of dis- 

cussion at the convention of the Manufacturers 
and Merchants Federal Tax League held in Chicago on 
November 9 and 10. The keynote of the gathering was 
that the income tax is an economic blunder. The single 
tax was advocated as the only proper solution to the 
revenue needs of the Government. However one might 
differ with the views presented one could not but be 
impressed with the apparent earnestness of the delegates. 
Twenty states were represented. H.G. Brown, Profes- 
sor of Economics of Missouri University made an ad- 
dress on the subject—‘What Should We Tax—Earned 
or Unearned Incomes?” An interesting discussion of the 
Nolan, Grimstad and Keller bills was presented in a ° 
paper by Prof. John R. Commons of Wisconsin Uni- 
versity. 


Four bills to be presented at the next Congress will | 
have the backing of this tax association. One of these 
repeals all existing sales, commodity and excise taxes 
except those on tobacco, distilled spirits, oleomargarine, 
habit-forming drugs and products of child labor. The 
bill also repeals the present tax on the incomes of cor- 
porations. Another bill amends the inheritance tax. 
Beginning with estates of $20,000 to $35,000, there 
is a tax of one per cent; $35,000 to $50,000 two per cent; 
$50,000 to $150,000 four per cent; $150,000 to $250,000 
six per cent, and so on until the point of $100,000,000 
is reached after which the tax is 50 per cent of the excess 
of that amount or about 38 per cent of the entire estate. 


The third bill advocated provides for a Federal tax 
of one per cent on the privilege of holding lands and 
natural resources worth over $10,000, after deducting 
the value of all buildings, personal property and im- 
provements. In the case of farms, cost of clearing, 
draining, plowing and cultivation, together with soil 
fertility are classed as improvement values. This bill 
will exempt over 98 per cent of all actual farmers. It 
also exempts standing timber from taxation whether 
naturally or artificially grown. 


This bill aims to relieve business, industry and agri- 
culture by taxing monopoly holders of vacant, natural 
resources, valuable “sites” in cities and the holding of 
land in general out of use. The revenue raised under 
this bill will be about one billion dollars annually. 








Editorial Review 


Secretary Mellon’s Tax Program 


Ten years ago, not without misgivings on 
the part of many because of invasion of what 
were deemed to be hallowed business pri- 
vacies, the income tax in modified form went 
into effect. Not all the advance predictions 
of evil have been realized nor has the tax been 
as free of faults as some of its most optimistic 
sponsors hoped for. Difficulties there have 
been and some that seem almost unsurmount- 
able in the face of artificial barriers which 
appear to be permanenty~ Many mistakes 
could have been avoided by greater regard for 
the experience of other countries where the 
income tax has gone through a long period 
of development. But economic conditions and 
business practices in this country are different 
from those overseas and this nation is so much 
larger than any other where the income tax 
had previously been in force that it was not un- 
reasonable that we should launch out on a 
more or less uncharted course. 


Three times Congress has revised the in- 
come tax laws as a whole; in 1917 and 1918 
chiefly for the purpose of increasing revenue. 
The 1921 Act gave more special attention to 
administrative improvements. Experience 
has proven, however, that other changes are 
urgently needed. 


Though there may be disagreement on the 
details of the recommendations for tax revi- 
sion submitted by Secretary Mellon, the gen- 
eral plan is quite certain to be generally ap- 
proved. And éven those who favor a soldiers’ 
bonus and who may suspect that downward 
revision of tax rates has been proposed in 
order to solidify opposition to a bonus bill, 
cannot but be impressed with the sound poli- 


cies underlying the counsel which Mr. Mellon 
has offered. 


One of the most interesting features of the 
Secretary’s various proposals is that for a 25 
per cent reduction in the tax on precarious in- 
comes, such as from wages, salaries and pro- 
fessional services. It undoubtedly was not 
meant to be implied that interest and divi- 
dends are necessarily unearned, but these 
forms of income are more certain and more 
apt to be continuous than those from purely 
personal services and, hence, may with 
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reason be subjected to a lower tax. Great 
Britain recognizes the distinction in its income 
tax laws. 


The provision of the 1921 Act limiting the 
tax on capital gains to 12'4 per cent but allow- 
ing the deduction of capital losses without 
limit has given rise to abuse and undoubtedly 
great loss to the Government. It is difficult 
to believe that there can be any considerable 
objection to Mr. Mellon’s proposal that capi- 
tal losses be limited to 12% per cent. The 
deduction of ordinary business losses would 
not be restricted. 


Whatever one may think of the equity of 
the higher surtaxes in principle, it must be ad- 
mitted that in practice the rates, at least in the 
upper limits, have proved excessive because 
the revenue from incomes in the higher brack- 
ets has rapidly approached the vanishing 
point. Mr. Mellon’s recommendation to re- 
duce surtaxes to a maximum of 25 per cent, 
which would still make the maximum rate 
including normal tax 31 per cent, seems logical 
in view of the unsatisfactory operation of the 
rates now in force and the prospect that there 
is little chance of a tax-free amendment being 
ratified by two-thirds of the states. 


Reduction of the normal rates as proposed 
from 4 to 3 per cent on the lower incomes and 
from 8 to 6 per cent in the brackets over $5,000 
would give all taxpayers very considerable tax 
savings. 


The suggestion that a board of tax appeals 
be established in the Treasury, but independ- 
ent of the Bureau of Internal Revenue is a 
concession to those who have demanded an 
impartial body to hear tax appeal cases. While 
not precisely as free from governmental in- 
fluence as has been asked for by various or- 
ganized bodies, such as the United States 
Chamber of Commerce, a tribunal even only 
slightly more divorced from the Bureau of 
Internal Revenue than the present Committee 
on Appeals and Review would be considered 
a distinct improvement. Aside from this, Mr. 
Mellon makes a number of laudable general 
suggestions for improvement in administra- 
tion of the income tax. 


No false hopes are given. The Secretary 
makes plain that if a soldiers’ bonus is passed, 


Decem 


or if 
gram 
reven 
but r. 
of F 
the i 
tude 
relia 
savin 
adva 
tax 1 
reasc 
adm: 
press 


valu 
law 


Ir 


Ir 


I 


I 


A 
duc 
bus: 
On § 


rate 
ave 
$1,( 
inc 
erty 
equ 
gib 
thi: 
in | 
son 
gib 


it 
1€ 


= 
Ut 


It 
le 
a- 
1e€ 
ld 


ng 


ed 
nd 
OO 


of 
tee 


red 


ary 


December, 1923 


or if Congress decides upon some other pro- 
gram of extraordinary expenditures, present 
revenues will not warrant any tax reduction 
but rather will it be probable that new sources 
of Federal income would be necessary. If 
the information that is current about the atti- 
tude of the members of the new Congress is 
reliable, then it is advisable that anticipated 
savings from tax reductions be not spent in 
advance. Though revenue needs may make 
tax rate reductions impractical, there is no 
reasonable obstacle in the way of providing 
administrative remedies that are even more 
pressing than lower taxes. 


The Classified Income Tax— 
Massachusetts’ Experience 


(Continued from page 11) 


value, while the rates under the income tax 
law were classified as follows: 


Income from profession, employ- 
ment, trade or business......... LA% 


(This is equal to $15.00 on $1,000 
under the general property tax.) 


Income from taxable interest and 
dividends 
(Equal to $3.00 on $1,000 capital 


value of a 5% investment.) 


Income from net gains from pur- 
chases or sales of intangible per- 


eomal promerty. ....... 2.56.55. 3% 
Income from annuities. .......... LAG 


Approximately 70% of the total tax is pro- 
duced by the 6% rate, about 26% from the 
business tax, somewhat over 3% from the tax 
on gains and less than 1% rain annuities. 


It will be observed, therefore, that with the 
rate reduced from $18.00 per $1,000 to an 
average of considerably less than $3.00 per 
$1,000 of capital value, over six times as much 
income-producing intangible personal prop- 
erty must have disclosed itself to taxation to 
equal the amount formerly assessed on intan- 
gibles under the general property tax; and as 
this original excess has been nearly doubled 
in later years, the. real state of affairs is that 
somewhat over twelve times as much intan- 
gible personal property has reached the tax 
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rolls in Massachusetts since the passage of the 
income tax law. 


It has been stated in argument against the 
adoption of an income tax in another juris- 
diction that since the passage of the Income 
Tax Law in Massachusetts the tax rates upon 
real estate have not been reduced, but on the 
contrary, have increased. This is only a half- 
truth, and like most half-truths, produces the 
same effect as if wholly in error. 


If, despite the additional thirty or forty 
millions contributed by holders of income- 
producing intangible personalty—liberal al- 
lowance having been made in this estimate for 
the normal increase which might have been 
expected under the general property tax—the 
tax rates of the cities and towns in Massa- 
chusetts increased during the past six years 
from an average of about $18.00 per $1,000 
to about $27 per $1,000 of capital value, what 
would have been the increase in such tax rates 
without this very substantial increase in con- 
tribution from intangibles? 


It is obviously not true that the passage of 
the classified income tax in Massachusetts has 
caused any increase in local tax rates upon 
real estate—quite emphatically to the con- 
trary. It was the economic conditions inci- 
dent to a great war which played the major 
role in increasing tax rates along with produc- 
tion costs and the cost of living, and Massa- 
chusetts was fortunately equipped with a mod- 
ern tax system to help weather the storm. 


The six years of experience in Massachu- 
setts under a classified income tax with cen- 
tralized administration and compulsory re- 
turns, which (with the single minor exception 
of the tax upon gains from dealings in intan- 
gible personal property) subjects to taxation 
only the income from property previously sub- 
ject to the general property tax, and having 
substantially the same exemptions, has clearly 
proven the superiority of this form of tax on 
intangibles both from the point of view of the 


revenue and the general satisfaction of the 
citizens. 
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Business Expenses in the Compu- 
tation of Taxable Income 


(Continued from page 16) 


stock held by the officers and employees and 
consequently a part in fact represents a dis- 
tribution of earnings upon the stock. Again, 
the corporation may be paying the employee 
an excessive salary as part consideration for 
property turned over to the corporation. These 
examples will show that the problem of deter- 
mining whether reasonable salaries are being 
paid is a difficult one because of the many fac- 
tors involved in each individual case. One 
thing should be kept in mind, however, that 
the Department will question salaries when 
they are excessive and appear to have been 
paid according to stockholdings or as a result 
of the pooling of the interests of those in con- 
trol of the corporation. 


The deduction for business expenses may 
be further said to be limited by another sec- 
tion of the Act (Sec. 215) which provides that 
premiums paid by a taxpayer on an insurance 
policy covering the life of an officer, employee, 
or any individual financially interested in the 
taxpayer’s business, if the taxpayer is either 
directly or indirectly a beneficiary under the 
policy. This provision prohibits a corpora- 
tion from deducting the life insurance pre- 
miums which it pays as a protection in event 
of the death of an officer who may have been 
responsible for the success of the business. 
Also, neither a corporation nor an individual 
taxpayer nor a partnership may deduct the 
amount of premiums paid on a life insurance 
policy taken out in order to procure a loan 
for business purposes, if covering the life of an 
officer, employee, partner, person financially 
interested in the business, or the taxpayer. 
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The deductions for interest and taxes are 
allowed by subdivisions of the statute other 
than the one allowing the deduction for busi- 
ness expenses. Except for the limitations 
which will be discussed, the same rules apply 
to the deduction of interest and taxes as to 
other expenses so long as the taxpayer is deter- 
mining the net income from his business. 
However, in reporting the taxable net income 
from all sources, the taxpayer is allowed to 
take such deductions regardless of whether 
paid or incurred in trade or business. For 
example, a partnership could not take a de- 
duction for interest paid upon money bor- 
rowed by an individual member of the part- 
nership to build a residence or for taxes paid 
upon the residence of the individual member, 
but such amounts should be charged to the 
personal account of the member who is al- 
lowed by the statute to take deductions for 
such amounts in determining his taxable net 
income from all sources. The interest then 
which is deductible by taxpayers, whether en- 
gaged in trade or business or not, includes all 
interest paid or accrued within the taxable 
year on indebtedness except interest on indebt- 
edness incurred to purchase or carry tax- 
exempt securities other than 334 per cent Vic- 
tory notes originally subscribed for by the 
taxpayer. 


The deduction for taxes, although not lim- 
ited to taxes paid or incurred in business, is 
subject to the limitation that taxes which are 
in the nature of capital expenditures are not 
deductible. This limitation excludes the de- 
duction of assessments paid for local benefits 
such as street, sidewalk, where the property 
assessed is limited to the property benefited, 
and not the taxes levied for the general public 
welfare, although even in the case of special 
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assessments an incidental benefit may insure to 
the public welfare. Income, war profits and 
excess profits taxes paid to the United States, 
and the amount of similar taxes paid to a for- 
eign country and allowed as a credit against 
the taxes due the United States, are not de- 
ductible by express provision of the statute. 
In several states taxes are assessed on stock but 
the banks or other corporations are required 
to pay them and look to the shareholders for 
reimbursement. If the corporations pay such 
taxes without requiring reimbursement from 
the shareholders they may deduct the amounts 
so paid. Reimbursement, as here used, means 
actual repayment, and not merely that the 
profits of the shareholder are reduced. If re- 
imbursement is required then the deduction 
may be taken by the shareholder. 


U. S. Tax Bill is Over Seven 
Billions Annually 

OTAL taxes of all kinds in the United 

States now amount to more than seven bil- 


lion dollars, according to figures compiled by 
the National Industrial Conference Board. 
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Comparison with 1913 indicates that the in- 
crease in total taxes levied is 250 per cent. 


The board also reports that approximately 
one-fifth of the nation’s wealth is tax exempt. 
The property, rendered exempt by various 
means, amounts to $54,000,000,000. 


The report shows that last year, $7,061 ,000,- 
000 was paid in taxes. In 1921 more than 
eight billion was paid. Figured in each per- 
son’s income, the total bill last year was $64.63 
per capita, as compared with $17.07 in 1913. 


- This represents, as gauged by income, the re- 


sult of six and one-quarter weeks’ work, as 
compared with three and one-third weeks’ 
work before the war. 


Large Revenue Received From Forest 
Resources 


ECEIPTS from national forest resources during the 

fiscal year ended June 30, 1923, totaled $5,335,818, 
according to the final tabulation made public by the 
United States Department of Agriculture. This amount 
is greater than the receipts for any previous fiscal year 
and is about $1,000,000 larger than the average annual 
receipts of the preceding five years. 
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Income Tax Service Rendered 
by Banking Institutions 


(Continued from page 13) 


they will refer it to their correspondent bank 
who will give the information desired. A 
present day service of enterprising banking 
institutions and one that is profitable to all 
concerned is that of rendering assistance to 
taxpayers. | 
Needless to say, the ready references fur- 
nished by reliable companies issuing services 
giving the laws and regulations up-to-date, is 
of great value to Income Tax Departments. 


——. 


Simplified Income Tax Blanks 
Are Approved 


NOTHER step toward making compliance with the 
A income tax laws less perplexing has been accom- 
plished in providing a simple one sheet tax return for 
persons whose income is $5,000 or less, where none of 
such income arises from a business or profession, sale of 
property or rents. 

Those whose income has been less than $5,000 have 
previously been required to use a form, known as 1040 A., 
which was an all purpose blank for all incomes under 
$5,000. The Bureau of Internal Revenue has found 
that about 70 per cent of those who actually file individ- 
ual returns receive their incomes from salaries, wages 
and interest. A part of these, however, have incomes 
above $5,000 and will, regardless of the source of in- 
come, be required to use the more elaborately arranged 
form, known as 1040. Persons, any part of whose in- 
come is derived from a business or profession, from the 
sale of property or rents, even though the amount of 
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aggregate income is less than $5,000, will be obliged 
to use form 1040. Because it is impossible to know in 
advance which form a taxpayer should use, the Bureau 
of Internal Revenue will send out one of both forms to 
every taxpayer for use in reporting this year’s income 
taxes. The new forms are expected to be ready for 
distribution by January 1. 


Income Tax Unit Stirred By 
Graft Exposures 
ENSATIONAL newspaper charges of irregularities 


among government employees in the Special Assess- 
ment Section have followed the reorganization of that 
division of the Income Tax Unit at Washington. 

A number of auditors have been dropped from the 
service, while others were given the alternative of unde- 
sirable field assignments or resignation, according to infor- 
mation from Washington. Government heads avoided 
publicity as far as possible in connection with the depart- 
ment shake-up, though admission was made that there had 
been some changes “for the good of the service.” 

It has been persistently charged that favoritism has 
been shown certain large taxpayers and that there have 
been gross irregularities in the handling of corporation tax ' 
matters. The elastic provisions of Section 210 of the 
1917 Act and Sections 327 and 328 of the 1918 Act have 
conferred on those in charge broad authority in deciding 
what allowance is to be made for invested capital and the 
rate charged in the determination of excess profits taxes. 
These sweeping discretionary powers are attributed as 
being the cause of abuses, which are said to have greatly 
enriched recreant individuals within the Department and 
outside practitioners who have operated with the un- 
scrupulous “‘insiders.” 

As a result of the reorganization of the Special Assess- 
ment Section, the general audit divisions are jammed with 
pending cases. ‘The congestion is expected to last, for 
several months. 
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Income Tax 


Data feady. 


Now, while you are reminded of work entailed in Osher Forms provide a complete 
looking up amounts of income from your securities, —_ recordof theessential details of yourbond 
profit or loss on the sale of them, taxable status, etc., _ investments—maturities, interest dates, 


. . ‘ optional features, etc. Included is a bond 
why not avoid this troublesome detail another year? {Pst table also a chart of information 


Our Loose Leaf Security Record contains one form especially _onall issues of Libertyand Victory Bonds. 
designed for the entry of all information about bond holdings, required 
for Income Tax reports. 
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: 2 HALSEY, STUART & CO. : 
Mail the coupon, or write for Booklet DIZ = Please send me, without obliestion, copy of 3 
= ‘Loose Leaf Security Record” DIZ 


HALSEY, STUART & CO. 


INCORPORATED 


CHICAGO NEW YORK PHILADELPHIA BOSTON DETROIT MILWAUKEE ST. LOUIS MINNEAPOLIS 
201 S. LaSalle Se. 14 Wall St. 100 S. Broad St. 82 Devonshire St. 601 Griswold St. 425 E. Water St. 319N.4thSt. 610 Second Ave.,S. 
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Who Is Your Banker? 


‘i you invest, travel, ship goods, 

own real estate, make a will or 
do any of the things common or 
uncommon to modern existence, 
you need your bank. 


The service of the Continental 
and Commercial Banks is broad 
and comprehensive. Their facili- 
ties reach to all parts of the earth. 


Consultation with officers involves 
no obligation 


The CONTINENTAL and 
COMMERCIAL 
BANKS 


CHICAGO 


INVESTED CAPITAL MORE THAN 55 MILLIONS 
TOTAL RESOURCES MORE THAN 500 MILLIONS 
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‘Lackawanna 
Hatlroad 


ThMark 
of Quality 





Vaseline 





Robbins & Myers 


Remington, 


Kodak 
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DARD BUILDINGS 


The largest industrial and commercial enter- 
prises in the country are buying and using 
Truscon Standard Buildings for permanent 
plant equipment. This nation-wide accept- 
ance of Truscon Standard Buildings, coming 
from such well-known concerns as are repre- 
sented by these famous trade-marks, is the 
best testimonial to their worth we can offer. 


Such companies buy only upon thorough 
investigation and satisfactory proof of values. 
Recognition of Truscon experience and lead- 
ership in fabricated steel products, plays an 
important part in the initial purchase. But 
repeat orders from practically every cus- 
tomer can be attributable only to satisfactory 
performance in the most exacting require- 
ments of service. 


Truscon Standard 
Buildings are a devel- 
opment of intensive 
engineering skill. They 







(Clear 


TYPE an) with Lant 
Widthe a te 1g 00 ze 


2832-40485 50’-60'-68’ 


TYPE 3 (3 Bays 
Widths—56’-60’- “ei 72'-76'- 80". 84’-88’-96'-98’ 
106’- 108’- 116’ 





Bays) 


TYPE 
Widths—80’-100’- eae Py Bays @ 20-25’ or 28’) 










Typical Truscon Standard Buildings 
Lengths: Multiples of 2’. Heights: 8’-1” to 21-’5”. 


Any arrangement of doors and windows. 


Endorsed by recognized leaders 


represent a long period of progressive im- 
provements over the earliest types of steel 
building. 


Simplification of mechanical design, efficient 
manufacturing methods, and quantity produc- 
tion result in factory-made units of highest 
quality and perfection. These units permit 
of assembly into any type, arrangement and 
size of building required, and at lower cost 
than any other kind of fireproof, permanent 
construction. 


Truscon Standard Buildings are permanent 
and fireproof, and are all steel throughout, 
including windows and doors. Walls and 
roofs are of copper steel which resists corro- 
sion. Walls may be made of steel, brick or 
concrete as desired. These buildings are 


practically airtight, easily heated and ven- 


tilated, windproof, 
fireproof, and are sub- 
stantial and pleasing 
in appearance. 


T it Fi e Bays) 
pa -50'-56'-60 





TYPE 2M (Monitor) 
Widths—60’-64’- + 72’'-7 - 
00’-106’- S08" 116’ 


84'-88’- 90’-96’-98" 





SAWTOOTH TYPE 
Widths—Any Multiple of 28’-0” 


Act today before prices rise. Select the type of building you need 


from the six illustrations. 


Write to us for complete information. 


TRUSCON STEEL COMPANY 


YOUNGSTOWN, 


OHIO 


Warehouses and Offices from Pacific to Atlantic. 
For addresses see ’phone books of principal cities. 


Canada: Walkerville, Ont. Export Div.: 


New York. 
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Talk Over Your Lighting 


Problems 


Every Employee, satisfied, is an asset. Whatever you do to keep 
these employees satisfied means more work; better work. 


Though not often suspected, bad lighting is the cause of sickness 


and nervousness. Glare and eye-strain from poor lighting wear 
down your efficiency and leads to careless work. 


Talk over your lighting problems. Say to yourself ---‘‘Is our light- 
ing right?’ Insure yourself and everyone who works with you 
against discomfort. 


Learn about X-Ray Indirect Lighting---how it protects the eyes 
and promotes efficiency. 


Our Engineers will be glad to offer suggestions---gratis--- 
for the proper lighting of your offices. Write us today. 


National X-Ray Reflector Company 


‘31 W. 46th Street 228 W. Jackson Blvd. Pacific Finance Bldg. 
New York _ Chicago Los Angeles 







Does your office have comfortable, 


. , , ‘ X-Ray Indirect Illumination : 
efficient lighting like this? 


is used throughout. 


“Sts all in the X-Ray Reflector” 
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Personal Service 





: Tae ideas and big buyers of 

és 4 printing can save time by 

=a dealing direct with one of 
our Production Men. 











With us, you deal direct with a 
practical production man who gets 
to the bottom of the matter quickly. 
He saves your time and gives you 
his assurance of personal supervi- 
sion which guarantees that the job 
will come out as you planned it. 









Telephone Wabash 5408 


Hilli son & Etten Company 
Personal /ervice~ 
PRINTERS ~ BINDERS 
638 Federal Street 
CHICAGO 
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1924 
Income Tax Booklets and Services for Bank 


UNITED STATES INCOME 
More than : AND : C. C. H. 


TWO ms Booklets 
MILLION’ | WAR TAX GUIDE pee y Interpret The 
i S. H. : = —— - Sela ae Tax 


Booklets —- | ts Laws 
en | A a, | in The Light 
Income mB / 2 e.%* ben of All 
Taxes A ne | me + Regulations 
Have Been 7 ae on = se | Issued 
Distributed | . a | | During The 
By The lig. >.) = CBF ig ON Course of 
Nation’s i Re aha The Year 
Banks : | _ poe Se All 
and s . oe age sae Difficult 
Investment mit. * a) =e Eat Points are 
Houses ; i 7 et Fe Va Illustrated 


Sites et are 


THE CROCKER NATIONAL BANK 


‘OF SAN FRANCISCO 


WE HAVE A CUSTOMER SERVICE THAT WILL FIT YOUR NEEDS 


SEND THE COUPON TODAY 


Write us about any or all of these booklets or calendars: Commerce Clearing House, 

[_] U. S. Income and War Tax Guide for 1924. Illinois Merchants Bank Bldg., Chicago. 

[_] Everyman's Income Taxes for 1924. Gentlemen: 

[_] Everyman’s with Bookkeeping Records. 

[_] Everyfarmer’s Income Taxes. 

[_] 1924 Income Tax Calendars for Bank Customers. 

[_] Training Service for Federal Tax Procedure and 
Practice. 


We are interested in your 1924 tax publications for 
distribution to our customers. Give us more details. 


HILLISON @ ETTEN CO., CHICAGO 














Slobe-Wernicke 


BUILT-TO-ENDURE 


Steel Wood Steel 


Filing Filing Structural Strength 
Cabinets Cabinets 

















Filing Desks Costumers’ Sectional 
Systems Chairs Tables Bookcases 


The Globe-Wernicke Co, 


FACTORY AT CINCINNATI 


Agencies in all Cities—Branches in the following: 


NEW YORK BOSTON CHICAGO CINCINNATI 
451-453 Broadway 118-120 Federal St. 168-172 W. Monroe St. 128-130 E. Fourth St. 


6 East 39th St. 
30 Ghiawh St. CLEVELAND PHILADELPHIA St. LOUIS 


2044 Euclid Ave. 1012-1014 Chestnut St. 402-494 N. Fourth St. 
DETROIT 


137-141 Lafayette NEW ORLEANS WASHINGTON, D.C. 
Boulevard, W. 417-423 Camp St. 1218-1220 F St., N. W. 

















The Heinn Binder as shown here will ac- 
commodate a sheet of 13% inches by 
107% inches, and can be made in any 
capacity from \% inch to 2 inches. Fur- 
nished at very attractive prices, which 
will be gladly given upon request. 


Puts Vital 


Information 


at Your Finger Tips 


Figures which show the financial condition of 
every company are of vital importance. Con- 
siderable time, effort and money are involved 
in their compilation. “They should be guard- 
ed with utmost care—for their duplication is 
sometimes impossible and always expensive. 


Keep these figures in a Heinn Loose-Leaf 
Binder and you know they're safe—and at 
your finger tips—always ready, whenever, 
wherever, or as often as you need them. 


Thousands of organizations and individuals, 
everywhere, use Heinn Binders for this pur- 
pose. Accountants, auditors, secretaries, pres- 
idents and other executives find Heinn Bind- 


ers most essential. They provide the best 
possible place for filing monthly figures and 
reports which can be indexed by months and 
years under headings such as these: finance, 
expenses, operating costs, collections, produc- 
tion, and so on. It is impossible for one sheet 
to become detached from the others—and the 
reports are much more presentable, neat, or- 
derly and impressive. 


Whatever business you are in—if you are an 
accountant or executive, preparing or analyz- 
ing figures—it will pay you to investigate the 
Heinn Loose-Leaf System. Tell us your 
needs—complete information and prices will 
be sent immediately. 


The HEINN COMPANY 


Originators of the Loose-Leaf System of Cataloging 


306 Florida St. 


Milwaukee, Wis. 
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